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ON, EMPLOYMENT 

GNP at Current Factor Cost Prices 

GNP at Constant (1959) Factor Prices*** 

Per Capita GNP, Current Prices ($1) 

Gross Domestic Fixed Capital Formation 

Value of Industrial Production*** 

Labor Productivity: Value of Industrial 
Production per Man-Day ($) *** 

Index of Real Wage Rates in Industry and 
Commerce (1952 = 100) 

Employment (year-end, millions) 

Unemployment Rate (%) 


MONEY AND PRICES 
Money Supply (Dec. 31) 
Public Debt Outstanding (Sept. 30) 
External Debt (Sept. 30) 
Service Ratio to Export Earnings (7%) 
Interest Rate on Commercial Bank Loans (%) 
Maximum: 
Minimum: 
Colombo Cost of Living Index (1952=100)*** 


BALANCE OF PAYMENTS AND TRADE 
Net External Assets (Dec. 31) 
Balance of Payments +/- 
Balance of Trade +/- 
Exports, FOB 

U.S. Share (2%) 
Imports, CIF 
U.S. Share (%) 


Main Imports from U.S. (1971): Wheat Flour, $8.9 million (supplied under PL480 
financing); Powdered Milk, $2.1 million (PL480); Machinery and Transport Equipment, 
$1.2 million; Fertilizer, $0.9 million (PI480). 


Footnotes: *1970 to 1971 
**Average annual growth rate 1967 to 1971 
**kPrice indexes used reflect inadequately recent inflationary trends 


Sources: Central Bank of Ceylon Annual Report, U.S. Department of Commerce 
IBRD Reports 
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Sri Lanka 


Summary 


Despite its high potential for rapid economic growth, Sri Lanka's 
development efforts have faltered over the past eighteen months. 

GNP grew at less than 1 percent in 1971 and per capita output declined. 
Capital formation dropped by 15 percent from the previous year's 

level. Rising unemployment and spiralling inflation created deepening 
problems for economic policy-makers faced with the task of balancing 
development needs against the consumption demands of a politically 
active populace. Heavy consumer subsidies continued to be an excessive 
drain on the country's budgetary and foreign exchange resources, 
resulting in severe deficits in both the exchequer and balance of 
payments accounts. A short but highly destructive insurgency occurred 
early in 1971 which added further to the disarray of economic forces 
and stimulated a sharp increase in defense expenditures. Efforts to 
induce economic recovery have centered on the introduction in 

November 1971 of a Five Year Plan, and the publication in 1972 of a 
White Paper on Private Foreign Investment. Tourism and fisheries 

have been identified as sectors deserving special emphasis. American 
exporters and investors may find these two sectors worth exploring 

in terms of their long range planning for this area. 
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Sri Lanka's rich economic potential, discernible in its abundant 
natural resources, advanced infra-structure and widely educated 
populace, remains hampered by the restrictive forces which have 
hamstrung business activity for more than a decade. These adverse 
influences achieved dimensions in 1971 that brought growth to a 
virtual standstill. Official figures showed real GNP expansion of 
only 0.9 percent with a consequent decline in per capita GNP of 
1.4 percent. While the value of industrial production advanced by 
15.1 percent, total man<-days of employment in the major industrial 
firms fell off by 19.5 percent suggesting that the increased value 
was more a reflection of higher prices than a real growth in output. 


Among the principal agricultural products, the 1971 tea and coconut 
crops improved somewhat over the previous year, but rubber and rice 
production fell. Continuing weaknesses in world commodity markets 
contributed to a 2.7 percent reduction in Sri Lanka's gross export 
earnings. In the face of budgetary stringencies, business 
uncertainty, and an armed insurgency, investment collapsed on all 
fronts resulting in a 14.9 percent decline in fixed capital formation. 


The politically volatile problems of unemployment and rising prices 
have been exacerbated by the general economic downturn. Although 
data is inadequate, it is believed that only a small portion of the 
150,000 young people who enter the labor force annually can find 
jobs; informed estimates of unemployment run as high as 700,000. 
Joblessness is particularly acute among secondary school and 
university graduates. 


Data on inflationary trends are similarly lacking, but significant 
price increases have been observed on a broad front. The Colombo 
Gost of Living Index, which is admittedly based on seriously 
outdated standards, weighted heavily in favor of price-controlled 
items, showed an annual average increase of only 2.7 percent in 
1971. Unverified estimates, however, place the inflationary rate 
in the range of 10 to 20 percent. 


During the Colonial period, Sri Lanka's economy was organized to 
benefit from its comparative advantage in the production of 
commercial export crops. Tea, rubber and coconuts were exported 
at favorable prices which paid for imports of required machinery, 
raw materials and consumer goods. During the years following 
independence in 1948, the Government established a structure of 
consumer sussidies and social services that were easily supported 
by the high export earnings of the time. Unfortunately, world 


5 


prices for Sri Lanka's principal crops began to stagnate in the mid- 
1950's, resulting in balance of payments deficits that have been 
chronic since 1957. Earlier surpluses had not been used adequately 
to develop and diversify productive capacity. Consumption 
expenditures, linked to the self=-expanding and politically sacro- 
sanct social-welfare structure, and impelled by a population growth 
on the order of 2.4 percent, became difficult to contain. 


In recent years, Sri Lanka's exports have earned over US $300 million 
annually in foreign exchange. This would be considered a highly 
satisfactory earnings level for most developing countries of this 
size. However, an inordinate proportion of Sri Lanka's exchange 
earnings is required to finance consumption goods. Basic foodstuffs, 
including rice, flour, dried milk, meat and fish, accounted for 

46.1 percent of imports in 1971. Other consumer goods absorbed 

11.1 percent of import expenditures. 


The slow growth in domestic food production has failed to keep pace 
with expanding population and Government subsidy programs. At 
present, every person in Sri Lanka receives from the Government a 
weekly free measure (about 2 pounds) of rice with an additional. 
measure available at a subsidized price. This and other subsidy 
schemes, designed to benefit the well-organized and politically 
important urban workers, have kept agricultural prices and farm 
incomes low. Thus, a price stimulus for increased agricultural 
production is lacking. 


The present Government, elected in May 1970, is a coalition composed 
of the moderate socialist Sri Lanka Freedom Party, the Lanka Sama 
Samajist Party (Trotskyite) and the Communist Party (Moscow wing). 
It is committed to developing the economy along socialist lines 

with the State exerting control over the means of production and 
trade. While the private sector has been promised a continuing 
Place in the economy, there remains some degree of uncertainty 

among businessmen. Measures announced by the Government which 
affect private business include a capital levy on individuals of 

up to 25 percent, a Business Acquisitions Act which allows the 
Government to take possession of a firm without recourse to the 
courts, the establishment of State Corporations with monopoly trading 
rights in a number of basic commodities, and land reform legislation 
which limits individual property holdings to 50 acres. The 
Government has attempted to clarify the situation with respect to 
foreign capital in a White Paper on Foreign Private Investment 
(discussed below). 








In November 1971, the Government launched a Five Year Plan which 
provides a blueprint for rectifying the imbalances besetting the 
economy. The Plan's strategy is largely in consonance with 
recommendations proposed in independent studies conducted by the 
World Bank and the International Labor Organization. In broad 
outline, all of these publications agree on the need for a 
reduction in consumption expenditure in order to increase 
investible savings. This is said to require a brake on spiraling 
wage levels and a reversal of income disparities that now favor 
urban workers to the detriment of farm families. So as to stimulate 
labor intensive investment, labor costs should be driven down by 
holding the line on wage levels and by developing improved middle- 
management capabilities. The studies call for corrections in the 
distortions and disincentives built into the country's subsidy and 
tax structures, and the stimulation of agricultural production by 
unshackling the markets for farm produce and providing marketing 
facilities. The Plan envisages that the private sector will 
provide 52.5 percent of investment capital during the plan period 
and the other studies recommend encouragement of private sector 
activity for maximum utilization of available resources. Important 
measures required to carry out these strategies, as recommended in 
the studies, include a realignment of the seriously overvalued 
currency and a reduction in Government expenditure on welfare 
subsidies. 


Implementation of recommended reforms has been impeded by fear of 
adverse political reactions. Although per capita income in Sri 
Lanka is the highest in South Asia, at little over $150 it provides 
a meagre existence for most inhabitants so that austerity proposals 
receive little popular enthusiasm. In this regard, the introduction 
of land reform, the Capital Levy, an income ceiling and other such 
measures are offered at least partially as offsets to popular 
reaction against inevitable declines in real income. The highly 
organized and politically powerful labor unions, which have 
successfully raised incomes for their members well above the 
national average, are especially opposed to any erosion of hard 
fought benefits. However, the Government has taken a few steps 
toward economic reform including raising public transport fares 

and gasoline prices to more economic levels, removal of some items 
from price controls, decreasing subsidies on several items and 
devaluing the rupee by about 7 percent. In addition, the Government 
has signaled its willingness to utilize inflationary fiscal policy 
to balance the budget and, as a consequence, cut real income levels. 


On May 22, 1972, the Government ushered in a new Constitution which 
changed the country's name from Ceylon to Sri Lanka and extended 





the term of the legislature (which would have been required to 
face new elections in May 1975) by two years. The new constitution 
provides for subordination of executive and judicial powers to 

the control of the National State Assembly and broadens the 
authority of the Prime Minister. 


In foreign affairs, Sri Lanka pursues a policy of positive non- 
alignment. Under this policy, the Government attempts to maintain 
friendly relations with all countries irrespective of ideological 
differences. Relations with the United States have continued to 

be warm and cordial during the past year. In October 1971, the 
Prime Minister visited the United States and met with the President. 
She also visited Peking in June 1972, and members of her Cabinet 
have visited Moscow. Naval vessels ofmay countries call at the 
Port of Colombo for routine visits and these include American as 
well as Russian and British ships. Although no longer a Dominion, 
Sri Lanka remains a member of the British Commonwealth and maintains 
close relations with the United Kingdom. The internal security 
situation has improved considerably since the April 1971 insurgency. 


Sri Lanka has benefitted substantially from its non-aligned policy 
in the form of generous foreign assistance received from many 
countries. Net foreign aid receipts in fiscal year 1970/71 
amounted to US $47.1 million. During that period, the People's 
Republic of China made the largest contribution with loans and 
grants (net of repayments) amounting to US $24.5 million. Other 
principal donors include the United States (US $6.6 million) 
Canada (US $4.3 million), and Great Britain (US $3.5 million). 
Since its inception in 1950, the United States assistance program 
in Sri Lanka has provided more than US $200 million in grants and 
credits. While foreign assistance has been essential to the 
stability of Sri Lanka's international payments position during the 
past ten years, a growing debt service problem will eventually 
become unsupportable unless foreign credits are used efficiently 
to create productive investments with adequate foreign exchange 
earning or saving capacity. 


implications for the United States 


Sri Lanka's import market, limited in size, traditionally linked to 
the United Kingdom, and geographically remote from U.S. ports, has 
never been sealously exploited by American exporters. While total 
imports have averaged close to US $400 million annually in recent 
years, almost half this amount consists of basic foods. A high 
percentage of imports are supplied under concessionary governmental 
credits with purchases tied to donor country procurement. At 








present, such credits are unavailable to most American exporters 
since the United States assistance program currently is limited 
to shipments of Pl-480 foodstuffs. Sri Lanka's staggering 
foreign exchange squeeze and the shrinkage of GNP point to even 
tighter limits on imports for the near future. 


Opportunities for profitable investment are similarly affected 

by limitations on market size and the slowdown in business 
activity. In an effort to attract foreign capital, the Government 
published a White Paper on Private Foreign Investment in June 1972. 
This policy statement recognizes that "private foreign investment 
has an important role to play in the economic development of the 
country." Features considered important for approval of new 
projects include the use of local raw materials, production 
primarily for export, location of operations in less developed 
parts of the island, and labor intensivity of production techniques. 
Participation of local private or state enterprises is encouraged 
but not necessarily mandatory. Various incentives are offered, 
including guaranteed remittance of profits, interest and capital, 
assorted tax benefits, and customs rebates on imported materials. 
Copies of the White Paper are available through the Sri Lanka 
Embassy in Washington. 


Opportunities for profitable investment appear intriguing in 

tourism and fisheries. These sectors have been singled out in the 
White Paper as being especially appropriate for foreign investment. 
Tourism has been recognized by the Government as a potentially 

rich source of foreign exchange and is the object of a number of 
Government sponsored promotional programs designed to capitalize on 
the country's wealth of splendid beaches, lush scenery and historical 
attractions. Although these efforts were upset to some degree 

by the April 1971 insurgency, recovery has been rapid, and tour 
operators are reporting heavy bookings for the 1972-73 winter 

season. American and other international hotel operating corporations 
have responded to Government initiatives with plans for the 
development of tourist accommodations in Colombo and other centers 

of tourist attraction. A 252-room hotel being built by a major 
American chain, which is scheduled for completion in March 1973, 

will provide Colombo with its first international-standard lwury 
accommodations. The greatest continuing need for accommodation 

will be in the beach and up country areas. 


Sri Lanka's largely untapped potential for fish production is 
considered by many experts to be extremely high. It is believed 
that, with modern methods, tuna, shellfish and other inshore and 
deep sea varieties could be harvested from the Indian Ocean in 


quantities sufficient to supply fully the domestic market as well 
as create a new source of export earnings. In order to tap this 
potential, the Government is seeking collaboration from foreign 
Governments and private firms for the development of joint 
fisheries operations. American firms might find this to be an 
area where judicious investment would pay high dividends and 
provide an important new source of seafood for the U.S. market. 


Other investment opportunities might be explored in laborintensive, 
export-oriented industries such as electronic components manu- 
facturing. It is believed that mutually beneficial agreements 

can be negotiated with the Sri Lanka Government for the establish- 
ment of such plants. Further opportunities may arise if the pro- 
jected export processing zone at the East coast port of Trincomalee 
comes to fruition. The Government is currently studying proposals 
for a preliminary survey from international consulting firms. 
Future developments at the port will depend on the results of this 
survey. Potential investors in Sri Lanka should also keep in mind 
that the U.S. Government can support their efforts under terms of 
the Investment Guaranty program which extends to this country by 
mutual agreement. Details may be obtained from the Overseas 
Private Investment Corporation in Washington. 


Modest export opportunities may be created in the development of 

the tourist and fisheries sectors. Imported machinery and equipment 
will be needed for hotels, restaurants, and the fishing industry. 
Despite stringent import restrictions, and some competitive advantages 
enjoyed by traditional suppliers, U.S. firms my be able to develop 
sales through response to Government tenders. Such items as tractors, 
tires, some automobile parts, office machinery, hardware, sporting 
goods and textiles are now imported on a monopoly basis by state 
trading organizations. Many other items are imported directly by 
Government entities for their own use. Information on Government 
tenders is available through the U.S. Department of Conmerce and 

from the Sri Lanka Embassy in Washington. Bidders should note that, 
in view of the tight foreign exchange situation, favorable credit 
terms are frequently an essential element in winning supply contracts. 


Although short-term prospects for the Sri Lanka economy are limited 
by the constraints discussed above, the country's high economic 
potential should be borne in mind in assessing ventures into this 
market. When the country solves its problems of economic 
organization and motivation, it can be expected to advance rapidly 
as a market for U.S. goods and services. 
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